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EXPOSURE DRAFT
PROPOSED STATEMENT ON
AUDITING STANDARDS
AUDITING ACCOUNTING ESTIMATES

FEBRUARY 14, 1987

Prepared by the AICPA Auditing Standards Board
For comment from persons interested in auditing and reporting

Comments should be received by July 15, 1987, and addressed to
AICPA Auditing Standards Division, File 3280
1211 Avenue of the Americas, New York, N.Y. 10036-8775

Why Issued

Accounting estimates are based on subjective factors. Consequently, controls over estimates are often
more difficult to establish than controls over factual information, and the potential for bias in estimates
may be greater. Although professional standards provide guidance about auditing some specific
accounting estimates, no general guidance concerning the audit of accounting estimates has been established. This proposed Statement is intended to provide that guidance.
What It Does

This Statement distinguishes management's responsibility for developing accounting estimates from the
auditor's responsibility for evaluating them. It also provides guidance to help the auditor evaluate the
reasonableness of accounting estimates by—
• Identifying control structure elements that may reduce the likelihood of material misstatements in
estimates.
• Describing the procedures an auditor should consider performing to determine whether management has identified all material accounting estimates and all key factors and assumptions relating to
them.
• Describing the procedures an auditor may consider performing to evaluate the reasonableness of
accounting estimates.
How If Differs From Existing

Standards

This Statement does not amend or supersede an existing standard.

This exposure draft has been sent to —
• Practice offices of CPA firms.
• Members of the AICPA Council and technical committees.
• State society and chapter presidents, directors, and
committee chairmen.
• Organizations concerned with regulatory, supervisory, or
other public disclosure of financial activities.
• Persons who have requested copies.
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February 14,1987
Accompanying this letter is an exposure draft of a proposed statement on auditing standards titled
Auditing Accounting Estimates.
This Statement defines an accounting estimate as an approximation of a financial statement element,
item, or account in the absence of exact measurement. The Appendix to the Statement provides examples
of accounting estimates.
Accounting estimates, such as allowances for loan losses, warranty expense, and obsolete inventory, are
management's responsibility. Because they involve uncertainty and subjectivity, they are generally more
susceptible to material misstatement than factual data. This proposed Statement provides guidance to
help the auditor evaluate the reasonableness of accounting estimates. It draws from Statement on
Standards for Accountants' Services on Prospective Financial Information, Financial Forecasts and
Projections.
The proposed Statement recognizes that the auditor is responsible for determining that (1) all necessary
accounting estimates have been developed, (2) the accounting estimates are reasonable in the circumstances, and (3) the accounting estimates are properly accounted for and disclosed.
To help the auditor fulfill this responsibility, the proposed Statement identifies and discusses control
structure elements that may affect the likelihood of material misstatements in accounting estimates such
as the qualifications of personnel that develop those estimates and their review and approval by management. The proposed Statement also provides guidance for identifying the circumstances that require
accounting estimates and for developing audit procedures to evaluate their reasonableness.
Comments or suggestions on any aspect of this exposure draft will be appreciated. The Auditing Standards
Board's consideration of responses will be helped if the comments refer to specific paragraphs and include
supporting reasons for each suggestion or comment.
In developing guidance, the Auditing Standards Board considers the relationship between the cost
imposed and the benefits reasonably expected to be derived from audits. It also considers differences that
the auditor may encounter in the audit of the financial statements of small businesses and, when appropriate, makes special provisions to meet those needs. Thus, the board would particularly appreciate comments on those matters.
Written comments on the exposure draft will become part of the public record of the Auditing Standards
Division and will be available for public inspection at the offices of the AICPA after August 17, 1987, for
one year. Responses should be sent to the AICPA Auditing Standards Division, File 3280, in time to be

received by July 15, 1987. For convenience in responding, a perforated response form is attached and a
postpaid return envelope is provided with this exposure draft.
Sincerely,

Jerry D. Sullivan
Chairman
Auditing Standards Board

Dan M. Guy
Vice President, Auditing

PROPOSED STATEMENT ON AUDITING STANDARDS
AUDITING ACCOUNTING ESTIMATES
1. This Statement provides guidance to auditors on obtaining and evaluating sufficient competent evidential matter to support accounting estimates included in historical financial
s t a t e m e n t s . Accounting estimates
are often included in historical financial statements because —
a. E x a c t m e a s u r e m e n t of s o m e
amounts or the valuation of some
accounts is uncertain pending the
outcome of future events.
b. Relevant data concerning events
that have already occurred cannot
b e accumulated on a timely, costeffective basis.
2. For purposes of this Statement, an accounting estimate is an
approximation of a financial statement element, item, or account in
the absence of exact measurement.
Accounting estimates in historical
financial s t a t e m e n t s m e a s u r e the
effects of past business transactions
or events or the present status of an
asset or liability.
3. M a n a g e m e n t is responsible
for making the accounting estimates
included in the financial statements.
Judgment is required to estimate an
amount at the date of the financial
statements because the actual amount
is uncertain or not yet determined.
Management's judgment is normally
based on knowledge and experience
about past and current events and its
assumptions about future events.
Examples of accounting estimates
include the following: net realizable
values of inventory and accounts
receivable; loss reserves; revenues
from contracts accounted for by the
percentage of completion method; or
pension and warranty expenses. 1
4. The auditor is responsible for
e v a l u a t i n g the r e a s o n a b l e n e s s of
accounting estimates made by man-

1

Examples of accounting estimates included
in historical financial statements are presented
in the Appendix.

agement. Estimates are based on
subjective as well as objective factors
and, therefore, it may be more difficult to establish controls over them.
Even when the estimation process
involves competent personnel using
relevant and reliable data, there is
potential for bias in the subjective
factors. As a result, estimates are
more susceptible to misstatement.
Accordingly, the auditor should consider, with an attitude of professional
skepticism, both the subjective and
objective factors in planning and performing procedures to evaluate accounting estimates.

DEVELOPING ACCOUNTING
ESTIMATES
5. M a n a g e m e n t is responsible
for establishing a process for preparing accounting estimates. Although
the process may not be documented
or formally applied, it normally consists of—
a. Identifying situations for which
accounting estimates are required.
b. Gathering relevant, sufficient and
reliable data on which to base the
estimate.
c. Identifying the relevant factors
that may affect the accounting
estimate.
d. D e v e l o p i n g a s s u m p t i o n s t h a t
represent management's judgment of the most likely circumstances and events with respect to
the relevant factors.
e. Determining the estimated amount
based on the assumptions and
other relevant factors.
f. Determining that the accounting
estimate is presented in conformity with applicable accounting principles and that disclosure is adequate.
The risk of material misstatement of
the financial s t a t e m e n t s normally
varies with the complexity and subjectivity associated with the process,
the availability and reliability of relevant data, the number of assumptions
5

that are made, and the degree of
uncertainty associated with the
assumptions.

Control Structure Related to
Accounting
Estimates
6. M a n a g e m e n t is responsible
for establishing controls over the
preparation of accounting estimates.
E l e m e n t s of the control structure
that reduce the likelihood of material
misstatements include the following:
a. Accumulation of sufficient and
reliable data on which to base an
accounting estimate
b. P r e p a r a t i o n of t h e accounting
estimate by qualified personnel
c. Adequate review and approval of
t h e accounting e s t i m a t e s by
appropriate levels of authority
including —
(1) Review of sources of relevant
factors
(2) Review of d e v e l o p m e n t of
assumptions
(3) Review of reasonableness of
a s s u m p t i o n s and r e s u l t i n g
estimates
(4) Consideration of the need to
use the work of specialists
d. Comparison of prior accounting
estimates with subsequent results
to assess the reliability of the process used to develop estimates
e. Consideration by management of
whether the resulting accounting
estimate is consistent with the
plans of the entity

EVALUATING ACCOUNTING
ESTIMATES
7. The auditor's objective in evaluating accounting estimates is to
obtain sufficient competent evidential m a t t e r to provide reasonable
assurance that —
a. All necessary accounting estimates have been developed.
b. The accounting estimates are reasonable in the circumstances.
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c. The accounting estimates are presented in conformity with applicable accounting principles2 and are
properly disclosed.3
Identifying Circumstances That
Require Accounting Estimates

8. In evaluating whether management has identified all material
accounting estimates, the auditor
considers the circumstances of the
entity's business, external factors,
and the timing of issuance of the
financial statements. The auditor
should consider performing the following procedures:
a. Consider assertions embodied in
the financial statements to determine the need for estimates. (See
the Appendix for examples of
accounting estimates included in
financial statements.)
b. Evaluate information obtained in
performing other procedures,
including —
(1) Information about changes
made or planned in the entity's b u s i n e s s , i n c l u d i n g
changes in operating strategy,
and the industry in which the
entity operates that may indicate the need to make an
accounting estimate. (SAS
No. 22, Planning and Supervision [AICPA, Professional
Standards, vol. 1, AU sec.
311].)2

3

SAS No. 5, The Meaning of "Presents Fairly
in Conformity with Generally Accepted
Accounting Principles" in the Independent
Auditor's Report (AICPA, Professional
Standards, vol. 1, AU sec. 411) discusses the
auditor's responsibility for evaluating conformity with generally accepted accounting
principles.
SAS No. 32, Adequacy of Disclosure in
Financial Statements (AICPA, Professional
Standards, vol. 1, AU sec. 431), discusses
the auditor's responsibility to consider
whether the financial statements include
adequate disclosures of material matters in
light of the circumstances and facts of which
he is aware.

DRAFT

(2) Changes in the methods of
accumulating information.
(3) Information concerning identified litigation, claims and
assessments (SAS No. 12,
Inquiry of a Client's Lawyer
Concerning
Litigation,
Claims and
Assessments
[AICPA, Professional Standards, vol. 1, AU sec. 337]),
and other contingencies.
(4) Information obtained from
reading available minutes of
meetings of stockholders,
directors, and appropriate
committees.
c. Inquire of management regarding
the existence of circumstances
that may indicate the need to
make an accounting estimate.
Evaluating

Reasonableness

9. In evaluating the reasonableness of the estimate, the auditor
should consider whether management has identified all key factors and
assumptions. In the evaluation, the
auditor should normally concentrate
on key factors and assumptions that
are —
a. Material to the accounting estimate.
b. Sensitive to variations.
c. Deviations from historical patterns.
d. Subjective and susceptible to
misstatement and bias.
The auditor normally should consider the historical experience of the
entity in making past estimates.
However, changes in facts or circumstances may cause factors different
from those considered in the past to
become significant to the accounting
estimate.
10. The auditor should perform
procedures appropriate in the circumstances to evaluate the reasonableness of management's estimates.
The following are procedures the
auditor may consider performing:

a. Obtain an understanding of the
process established by management to develop accounting estimates and determine whether the
process is appropriate in the circumstances.
b. Study and evaluate controls over
the process and the supporting
data.
c. Identify the sources of information that management used in
forming the assumptions and consider whether the information is
reliable and sufficient for the purpose based on information gathered in other audit tests.
d. Consider whether there are additional key factors or alternative
assumptions about the factors.
e. Evaluate whether the assumptions are consistent with one
another, the supporting data, and
relevant historical data.
f. Analyze historical data used in
developing the assumptions to
assess whether it is comparable
and consistent with data of the
period under audit, and determine whether it is sufficiently
reliable for the purpose.
g. Consider whether changes in the
business or industry may cause
other factors to become significant to the assumptions.
h. Review available documentation
of the assumptions used in developing the accounting estimates
and inquire about any other
plans, goals, and objectives of the
entity, as well as consider their
relationship to the assumptions.
i. Test the calculations used to translate the assumptions into the
accounting estimate.
j. Consider whether there are more
appropriate ways to translate
assumptions into estimates.
k. Consider obtaining the opinion of
a specialist regarding certain
assumptions. (SAS No. 11, Using
the Work of a Specialist [AICPA,
Professional Standards, vol. 1,
AU sec. 336].)
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11. As discussed in SAS No. 47,
Audit Risk and Materiality in Conducting
an Audit,
p a r a g r a p h 29
(AICPA, Professional
Standards,
vol. 1, AU sec. 312.29), the auditor
e v a l u a t e s t h e r e a s o n a b l e n e s s of
accounting estimates in relationship
to the financial statements taken as a
whole.
Since no one accounting estimate can
be considered accurate with certainty,
the auditor recognizes that a difference
between an estimated amount best
supported by the audit evidence and
the estimated amount included in the
financial statements may be reasonable, and such difference would not be
considered to be a likely error. However, if the auditor believes the estimated amount included in the financial

statements is unreasonable, he should
treat the difference between that estimate and the closest reasonable estimate as a likely error and aggregate it
with other likely errors. The auditor
should also consider whether the difference between estimates best supported by the audit evidence and the
estimates included in the financial
statements, which are individually reasonable, indicate a possible bias on the
part of the entity's management. For
example, if each accounting estimate
included in the financial statements
was individually reasonable, but the
effect of the difference between each
estimate and the estimate best supported by the audit evidence was to
increase income, the auditor should
reconsider the estimates taken as a
whole.
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EVENTS SUBSEQUENT TO THE
DATE OF THE FINANCIAL
STATEMENTS

12. Events or transactions sometimes occur subsequent to the date of
the balance sheet, but prior to the
issuance of the financial statements
and auditor's report, that are important to identifying and evaluating the
reasonableness of accounting estimates. The auditor should consider
information that comes to his attention through the completion of fieldwork to evaluate the reasonableness
of accounting estimates. (SAS No. 1,
Subsequent Events [AICPA, Professional Standards, vol. 1, AU sec. 560].)

APPENDIX
EXAMPLES OF ACCOUNTING ESTIMATES
The following are examples of accounting estimates that are included
in financial statements. The list is presented for information only. It should
not be considered all-inclusive.

Productive facilities,
resources and intangibles:

natural

Useful lives and residual values
D e p r e c i a t i o n and amortization
methods
Recoverability of costs
Recoverable reserves

Receivables:

Inventories:
Obsolete inventory
Net realizable value of inventories
where future selling prices and
future costs are involved
Losses on purchase commitments

Financial instruments:
Valuation of securities
Trading versus investment security classification
Probability of high correlation of a
hedge
Sales of securities with puts and
calls

Initial direct costs
Executory costs
Residual values

Litigation:
Probability of loss
Amount of loss

Accruals:
Uncollectible receivables
Allowance for loan losses
Uncollectible pledges

Leases:

Property and casualty insurance
company loss reserves
C o m p e n s a t i o n in stock o p t i o n
plans and deferred plans
Warranty claims
Taxes on real and personal property
Renegotiation refunds
Actuarial assumptions in pension
costs

Rates:
Annual effective tax rate in interim
reporting
Imputed interest rates on receivables and payables
Gross profit rates under program
method of accounting

Revenues:
Airline passenger revenue
Subscription income
Freight and cargo revenue
Dues income
Losses on sales contracts
Contracts:
Revenue to be earned
Costs to be incurred
Percent of completion
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Other:
Losses and net realizable value on
disposal of segment or restructuring of a business
F a i r v a l u e s in n o n m o n e t a r y
exchanges
I n t e r i m period costs in interim
reporting
Current values in personal financial statements
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Comments:

Instructions for Response Form
This perforated response form may be used for comments or suggestions relating to any aspect of the exposure draft
that is of concern or interest to you. For convenience, the most significant points have been identified in the
summary that accompanies this exposure draft.
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